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Memorandum October 1, 2003
T Senate Commerce Committee
Atfention: Pable Carrillo
FROM: Christopher Bolkeom and Ronald O’Rowke
Specialists in National Defense

Foreipn Affairs, Defense, & Trade Division

SUBJECT: Observations en Dol K(C-767 Leasz vs Buy Scenariog

This memo ie in regponse to your September 25, 2003 request for an assessroent of
DoD’s Septemiber 22, 2003 letter to Senators Warner and Levin regarding the proposed K.C-
767 lzase. This memo addresses the acquisition. options that Dol considered, an additional
option that it did not consider, and DoD’s response to Senator Wamer’s and Senator Levin’s
request for a “ihorough assessment” of the K.C-135 comrosion problems. Please contact us
at 7-2377 (Christophery or 7-7610 (Ron} if yon have any gquestions or if we can be of
additional assistance on this matter.

Dol Buy-Down Commitment

In its September 22, 2003 letter fo the Senate Armed Services Committee, DoD
compares the totrl costs, Futiwe Year Defense Plan (FYDP) costs, and delivery schedule for
six different options to acquite 100 Boeing KC-767 sircraft. In this comparison, DoD
sonfirms the assessment of CRS and other agencies that leasing 100 KC-767s will likelycost
approximately $5.5 billion more than a straight purchaze,

Inits September 22™ lotter, DoD proposes to execute the lease contract now, but invest
$2.4 billion. m FY02-10 o pwrchase 26 KC.767s. This proposal elicits at least two
observations. First, by expressing a desire to pusrchase 26 aircraft rather than lease all 100
aircraft, DoD appears to lend credence to the argument of lease critics that the original lease
proposal was in fact a capital lease, or a “lease.purchase,” and that purchasing thiese aircraft
would be & inore appropriate acquisition vehicle, Second, Dold’s stated commitment to “buy
down the outyear bow wavs,” may nat be dependable. Neither DoD nor the Air Porce has
total control over their budgets. Thers is no guarantee that futurs Congresses will give Bal)
the funds 1o purchase these aireraft. Also, DoD's ietter does not provide any information on
how it would strive to make these funds available. Which Air Force programs would be
canceled or curtailed to finance the $2.4 billion purchase? A detailed plan for making $2.4
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billion availalle in the FY2008. FY 2010 time Hame would add additional clanty to DeD’s
stated comniitment,

Incrementally Funded Mulfiyear Procurement Option

The September 22 DoD letter-report to Senators Warner and Levin dogs not addyess an
alternative 767 acquisition strategy that is presented in the recent CRS Report (RL32056)
on the proposed 767 lease — the option of an incrementally fupded multiyear procurement
(MYP), perhaps with a delayed or eliminated economic order quantity (BOQ) purchase. This
option is discussed on pages 38-44 of CRS report RI32056.

Axn incrementally fnded MYP, perhaps with & delayed or elirninated EQQ purchase,
represents a potential way fo procure (rathey than lease) the 7675 while (1) delivering the
7675 to the Air Force on the same schedule as the lease, (Z) reducing the near-tenin fimding
requirements normally associated with a proourement and (3) capturing at least some of the
sevings (in constant dollars) normally associated with MYP.

MYPF is a gpecial contracting authority that Congress grants sparingly, to only 2 few
DioD acquisition programs. Programs with MYP awthority are parmitted to make up-front
EQQ purchages. Busic features of MYP, including EQOQ purchages, are described in
Appendix € {pages 78-82) of CRS Report RL30256. Compared 0 a regular pfocurement,
using MYP can reduce a progrem’s total procurement cost by 5%-10%. (The Air Force
report to Congress assumes 2 7.4% savings in the eage of the 767 acquisition.) Using EOQ
is one of the ways that MYP reduces total procurement costs. Delaying or climinating the
up-front BOQ purchase would reduce the suvings achieved by MYP, perhaps by half, w
2.5%-5%.

Incrementa] funding is o potential alternative to full fending, Under foll fimding, the
entire procurement cost of an item is provided up front, in the year the item is procured.
Under incremental funding, the procurement cost of the item is provided in s series of
apnually approved Micrements that reflect the service’s annual requitements for making
progress payments 1o the contractor while the {tem {¢ vnder construction, The full fimding
policy for DoD procurement, which Congress imposed on DoD in the 19505, normally
requires Dold procurement programs to use full funding rather than incremental funding.
The full fundibg policy is discussed further in another CRS report.® Procoering the 767s with
incremental fimding would require more near-tenm fanding than the proposed lease, but less
near-term finding than 2 regular procurement.

An merementally funded MYP would represent & departure from nmormal DoD
procurement procedurss in terms of both using incremental fimding and applying MYP to
a procurement program at the outset of the program. As discussed in CRS report RI32056,
however, some recent Dol acquisition programs offer potential precedents for using
meremeniz] funding or for using MYP on the 767 acquisition. {Indeed, since September 2,
2003, when CRE report RL32056 was published, the House and Saaate &ppropriatinns

' The Air Farce KC-767 Tanker Lease Proposal: Key Issuss For Congress. September 2, 2003,
Chrigtopher Bolkzom, Coordigatar,

* CRS8 Report RL31404, Defense Procurement. Full Funding Policy — Background, Issues, and
Opriany for Congress, by Ronald O"Rourke and Stemhen Deggett Waghington, 2002, (Updsted
Noverbrer 21, 2002) 41 p.
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Committecs have agread to grant MYP authority 1o the Virginia-class submarine program,
which is seen as strengthening the case for viewing the Virginia-class program as a precedent
for using MYP on the 767 acquisition.)

Ax incrementally finded MYP, by combining precedents for both use of incremental
funding and use of MYP at the start of a program, would arguably represent more of 2
departure from previous Do) acquisition practices than the other DoD programs mentioned
in CRS Report RL30256. It could aleo be argued, however, that an incrementally funded
MYP would represent no more of a departure, and perhaps less of a deparmre, from previous
Dol acquisition practices than the proposed lease.?

The chart below summarizes how the option of an inerementally funded MYP (the
shaded ceils), wonld differ from other pracurement approaches.

Table 1. Procurement Options: Basic Features

Option Contracting Funding method Op-fraht Reduces Average
methad BEOQ near- per-plinac
par- term procure.
chese? funding ment cost
Ao Mul- Fuil THers require- {Con-
naal tiyear fund- nental ment? stamt §)
ing funding
{1) Regular x x Mo —anot Mo Baseline
procurement allowed?
{2) Multiyesr X X Yas Mo S¥e-1Q%
procurament less
{MYF)
{3) Incrementally x X 4 No=-net Yes Basreline
funded allowed¥
procursment

K AN AT it
abic 1 prepered by
¥ BOQ purchuses allowed ondy under MYP,

** BEOQ pwrchase permitted, but delayed or climinated to further reduce neap-terpy funding
reguirements.

* The Air Force, in i Y2003 budget submission presepited to Congress in February 2002, proposed
2 funding profile forthe C-17 aireraft program (which had beea pranted MYP authority by Congross
the previous year) that many obscrvers viewed as a form of increments! funding. This funding
profile, if’ approved, would have made the C-17 program, in the eyes of these observers, an
incrementally funded MY P program. Congress, in acting on the FY2003 Air Forue budget, did not
approve the Air Force proposal and affinmed fhe requitement for using full funding on MYP
programs. It eould be argued, however, that Conpress, by approving the legislation permitting the
proposed 767 lease, signaled that in the case of the 767 acquisition, 3t is prepered to comsider novel
meguisition appronches.
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Table 2 below shows the approximate compearative funding requircinents, in current
(i.e., then-year) dollars, of options (1) and {3) in the tabls above - the repular procurement
option and av incrementally funded multiyear procurement without an up-front EOQ
purchase. The figures shown in Table 2 are rouglh, notional estimates intended solely for
illustrating broad ehanges in annval funding requirements for the two options.

Both estimates assurug that the 100 planes are procured in annual guantities of 4, 16,
20, 20, 20, and 20, starting in FY2006 - a procurement profile that the Atr Force says would
deliver the planes to the Air Force on the same schedule ss the proposed lease. Both
estirpates include a total of about $900 million in ron-recurring engineering (NRE) costs in
FY2006 and FY2007, divided somewhat equally between the two years.

For the regular procurerent option, a 15/85 funding profile was used. Thatis, 15% of
the procurement cost of each plane was provided ag advince proouwrement (AP) funding in
the year prior 10 the year of procurement, the remaining 85% was provided in the year of
procurexaent, zod no funding was required in any subsequent years. For the incrementally
funded MYY option, a 15/30/30/25 funding profile was used, That is, 15% was provided ag
AP funding in the: yeat prior to procurement, 30% was provided in the year of procurement,
another 30% was provided the year after procurement, and the remaining 25% was provided
the year after that.

The calculation assumed that applying MY P withont use of en up-front BOQ purchase
wonld reduce procurement costs by 3.7%, or half the 7.4% figure from the Air Foree’s Tuly
11,2003 report to Clongress. For option (1), the average cost per plane was $141 million in
constznt FY2002 dollars, For option (3), it is 3.7% less, or $138.5 million in constanz
FY2002 dollars. (A 7.4% reduction would have resulted in a price of $130.6 million per
plane in constant FY21002 dollars.) Both estimates used 1 93.8% leaming curve to achieve
these average cost-per-plane fipures. This is the same leapning curve used in the Air Force
modesl.

These estimated funding requirements are for ilustrative purposes only and are not
intended for direct comparison with cost estimates provided in the September 22 DoD Jetter-
report or the recent CBO report on the proposed 767 lease. If desired, the Ajr Force, CBO,
or perhaps CRS could develop more procise estimates of the annual fiunding requirements
of these two options.



CRS-5

Table 2. Estimated Annual Funding Requirements

Regulay procurement (flly fanded, anouelly contracted)
v, incrementally fimded MYT with no up-front EOQ
(millions nf then-year dollars, toundsd to nearest million)

Fiscal Options Option {3) vs. Option (1)
Yoar
{1} Regular (5) Incrementally | Difference {ption (5 a5 %
procorement funded MYP af Optior (1)
with full feuding | with oe EQQ
and anaual
contraeting
G4 0 o )] /s
05 115 113 {2) 58%
06 1,492 1,053 (439) 71%
07 3,304 2,620 (1,283) §1%
08 3,141 2,385 (752) 76%
i 3,056 2,983 (73} 8%
Subroral 11,187 4,354 (2,54% 7%
FY¥u4-p9
10 3.037 3,073 38 101%
11 2,592 2,608 16 101%
1z G 1,705 1,765 n/a
13 0 185 788 ufa
i4 ¢ 0 0 1z
i5 4] G 0 n/a
Subicial 5,629 8,172 2,543 145%
FYra-15
Fotal 16,736 15,738 (6 100%

Bource: CRE estimmutes based on (1,5, Air Force dats,

As can be geen in the Table 2, compared to option {1), option {5) might reduce total
funding requirements through FY2009 — the final yeat of the cunent (FY2004-FY2009)
Future Years Defense Plan (FYDP) — by about $2.5 billion, or about 23%. The relatively
minor fx{nding requirement for FY2005 would remain essentially unchanged, as would the
substantial fimding requirement for FY2009, while the funding requirements for FY 2006,
FY2007, and FY2008 would be reduced by about 29%, 39%, and 24%, respectively. Most
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of the additional funding reguired by option (1) during this periad would be effectively
deferred under option (5) umil FY2012 and FY2013. Ailthough the average cost per aireraft
i5 3.7% less in constant FY 2002 dollars under option (5), the two options have essentially
equal tota] then-year costs through FY2015 becanse of the inclusion of the NRE ¢osts in both
options and because option (3}, by deferring funding requirements fom earlier years to later
years, is affected mors by inflation in converting from constant dollars to then-year dollars.
Figure | below shows the same data in graph form.

KC-7687 Procurement Fynding
Conventional vs. Incremental MYP
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Prspared by ORS, September 2003, based on U S, Air Foree data.

Corrosion

Inits September 22, 2003 letter, Dol does not provide the thorough cotrosion analysis
requested by the Senate Ammed Services Comumittee. Instead, the letter reiterates the
previously stated DoD position that corrosion is the KC-135s" life limiting factor, and that
Dol fears an unpredictable fleet-wids grounding incident caused by corrosion, This
unpredictability, the Air Force argues, makes the Air Force’s need to replace the KC-135
urgent. Legsing the KC-767, the Alr Porce says, satisfies this urgent need better than does
a purchase.

As noted in CRS report RE32056, other military services do not consider corrosion to
be unpredictable, The Navy, for example, states that corrosion is a “known problem™ that it
takes “prosctive steps™ to mitigate, Igemal Air Force docuwments sugpest a level of
competence tn addressing corrosion that appeats 1o be inconsistent with- 2 statement in the
September 22, 2003 DoD letter reparding the “unforeseeable effects of corrosion on the
aircrafl”” Air Force Technical Manual 1-1500-344-23 Aircraft Weapons Systems Cleaning
and Carrosion Conirol appears to be a comprehensive guide to addressing coirosion, This
400-page technical manual instructs Air Force maintenance personnel on preventative
maintenance (clearing, lubrication, preservation) corrosion inspection, corrosion removal
and surface treatment, sealants, peint finishes and touch-up procedures, treatiment of specific
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aircrafl aveas, and energency procedures, A copy of the technical manual’s table ofcontents
13 attavhed to this memo and en electronic copy can be provided to you if required.

It also appears that civil authorities find aircraft corrosion to be a known and treatable
problem. The Federal Aviation Administration (FAA) publishes a 224-page advisory for
commercial airlines (AC 43.4A) entitled Corroyion Control for Aircraft. This in-depth
advisory addresscs comrosion theory, the effccts of corrosion, corrosion-prone arcas,
preventative maintenance, corrosion inspection requirements, and corrosion removal
fechniques. The FAA corrosion advisory states that corrosion can be prevented through “a
constant eyele of cleaning, inspection, operational preservation, and Iubrication” {p.1).

The September 22, 2003 letter 1o the Senate Armed Services Committee does not
discuss recent advanees in corrosion identification and prevention and the effect these
advances could have on mitigating KC-135 corrosion. For example, new cotrosion
preventative coatings (Dinol) heve been fielded on the Navy's P-3 Orion fleet. This coating
is belisved to prevent 50-80 percent of corrosion,* The Navy has also begun fislding “powder
coating facilities” af its Naval air stations, which are expected to reduce the need for periodic
comrosion treatment. Alse, new corrosion sensor systems are being developed using bi-
metallic thin film microsensor technology to collect and store comosion information from
nzcoessible parts of an aireraft that can be retrieved on demand by transmitted radio signals.

* Navy News Service “P-3 eutting corrosion, saving millions with new coating by
NAVAIRZYSCOM Aircraft Divizion Public Affairs. NINS4204
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COMMITTEE ON ARMED SERVIGES
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For Immediate Release Contact: Jahn Ullyot
September 3, 2003 202-224-6290

CHAIRMAN WARNER, RANKING MEMBER LEVIN
SEND LETTER TO PENTAGON ON TANKER LEASE ISSUE

Yesterday, the Chairman of the Senate Armed Services Committee, Sen. John Warner, R-
Va., and the Comimittee’s Ranking Member, Sen. Carl Levin, R-Mich., sent the following letter
to Secretery of Defense Donald Rumsfeld concerning the Air Force tanker lease issue:

September 4, 2003

Honomable Donald H, Rumsfeld
Secretary of Defenze

1000 Diefense Pentagen
Washington, D.C. 20301-1000

Dear Mr. Secretaty:

As you'kzmw, the Senate Armed Services Committee held a hearing today on the
Department’s proposed lease of 100 KC-767A tanker aircraft. There was a large anendance of
members and an extensive exchange of questions and views {n this heating that lasted over three
hours.

During the course of the hearing, Chairman Warner raised the option of leasing & smaller
number of tanker aircraft -- up to 25 - to address the cwurent, short-term need for additional
tankers, to be followed by a traditional procurement, not a lease, of the remaining tankers,
presumably under multi-year authority. Secrstary Roche said that such an option had not been
considered. We would like to draw your attention to section 367 of the Senate version of
National Defense Authorization Act for Fiscal Year 2004, which requires the preparation of an
analysls of alternatives for the Department’s aerial rofeeling requirementa. Whils this language
is not directly targeted at the KC-767A lease proposal, it reflects the thinking of the Senate that
other alternatives should have been considered,

We request that the Department analyze the option of leasing up to 23 tanker nivcraft,
followed by & procwrement of the remaining siveraft. Such an analysis shoold include an
examination of the budgetary and cost implications of various options for an incremental Jease-
buy, including an accelerated exercise of the purchase option in the proposed leage.



Additionally, given the emphasis on an apparent corrosion problem in the existing KC-
135 tanker fleet, we would appresiate your providing us with a thorough assessment of the extent
of those corrosion problems and the expected cost of addressing those problems if tanker aireraft
were purchased according to the previous Air Force plan instead of leased sooner as more
recently proposed. Also, please provide us with a justification of the Department’s decision to
pay $10.3 millien per aircraft more than the $120.7 million per aircraft as determined by the
Institute for Defense Analysis (o be a reasonable purchase price.

The Committee will await your reply prior to meeting to discugs the pending lease
proposal.

With kind regards,
Sincerely,
£ ar]l Levin John Wamer
Runking Member Chaittnan

B0 -



THE DEPUTY. SECRETARY OF DEFENSE

WASHINGTON, 2.C. 26301

SEF 22 7B

. The Honorable Cratl Levin
Ranldng Member
Senate Armed Services Caanumtmﬁ

Washington, D.C. 20510

Dear Sepator Levin:

. Thank you and the Commitibh for yonr consideration of the Department of
Defense’s proposa] 1o Jease 100 KO3 S?Ajairc:mft We value the opportunity to
snalyze the merits of leasing 25 i buying 75~ gud to respond to 2 .
request from Senstor Roberts that we mns der alternatives under the oxisting Jease
proposal — a5 we attempt to meet the Deparanent’s critical nesd for air-refueling
tamkers, At your reguest, my sfaffhm analyzed the option of leasing only the first
25 KC-767 A tankey sivernft, and purchasing the remaining 73 aircraft through
different mechanioms,

A summary of the pew profilgs, wmpared fo the proposed lmnmrcmft
lease, 15 shown in the enclosed wbles and gharts, Each alternative creates different
budgeiing pressures that mustbe balanced E’agamst affordabilivy in the near-term,
the ultirnate cost savings, and the timely delivery of tankers.

2 The purchese of one hundmsﬁpnk&m st the time of order, voder the same
multiyezr conditions as the lease, reguires &n additional 13 bﬂkun dollars in the
Future Years Defense Program (FYDP) but saves 5.5 billion dollars in toza] then-
year doliers (TY¥) versus the baseline lease oF 100 mnkers (Figmre 1),

b, Alternatives that would entail the leiise of 25 alteraft and then the purchm
of 75 zireral, using the proposed Jasse, with the purchase of 75 aiferall either av
the time of the order of at the time mf c{ehw of the sircraft, are shown in Figure
2. Purchase 3t the e of da!ivary raqu:res 2 staller increase in the FYDIP, 4.6
billion dollare (I'YF), but the savings versus the baseline Jease are reduced to 3.5
biilion dollars (TYS). Puschase befgggﬁ: conptmcnon requires an incresse in the
FYDEF of 11.1 billion dollars (TY5) Hut the savings versus the bageline lease are

4.1 billion dollars (TYS).

c. Finally, a lease of 25 tankerd ¥ollowed by a traditiona] multiyear
procurement of 75 tankers requires g addmunal 10,5 bitlion dollaws (TY$) in the
FYDP but saves 2.7 billion doilars ferS} viersus the lease (Figure 3). The biggest




drawback to this approach is the ngad to ﬂﬁgana:e totally new confracts; we
believe this will cauge at least a onbtyear delay to initiate the multiysar program.

. As negotiated, the prc:pased Tease ?f 100 aircrafi'has the Sexibility to be
converted to & purchass, in whole :-:ar ity part, at the diseretion of Congress, subject
" to availebility of finds and auﬁmnfé:annn k‘ﬁr purchase, As mentioned sbove and - -
shown in Figure 2, applying the 2.&&75 split profle under the proposed lease saves
3 - 4 billion dollars over the total m bt requives significant additional
budget suthority (4.6 - 11 billion dcsila:cs} im the FYDP.

We lmd&tstan.d the Committée’s cgnoems sbout the future aﬂ'or&abxhty aof
the lease and, a2 stated jn the Air Parce’s KC-767 report, the Dol intends to
fequest congressional authority to fnay down inid-year program expenses by
identifying 2 4 billion dollars in FY08-10/ Figure 4). '_f'hzs would enable vs to
purchase 26 of the leased aircraft. {While #his adds expense in the FYDP, it drives
down costs in FY 11 throngh FYIE ;and saves appraximately 1.2 billion dollars in
total progrem costs, The alternstives are spromarized in Figwee 5. The optimum

approach must balance the total cojt of the program, the additionsl funds needed
i the FYDP, and the delivery schedule fdr the new capability. We believe that to
begin the lease with an agm&ﬂ-upan goal nf requesting funds and authority to buy
leased ajrcraft, aceording to a planied scHedule, would permit the Adr Feree to
imitiate tanker modernization immedintely. Tt also would balance cost savings with

the realities of ﬁmﬁmg availahility:

The Deparinent remains stépd€agt in jts desire to begin recapztaixmhun
now. The Department proposed a KC-X procurement program in'the FY04
President’s Budgert sebmission. Because pf affordability constraints, the KG-X
program was scheduled fo begin it FY06 and would have provided for the
delivery of ona tanker to the warfighter in FY09; the 100% aircraft would have
been delivered in FY16, five yearsafiar the 100" would be delivered under the
proposed fease, The Jeuse s:;};cdul:‘; therefore, delivers needed capability much
sooner and aveids significant costsassociated with the aging KC-135E fiest.

With respect to yonr questich concpming the corrosion of the KC-135,
aseessTrents of the airaraft’s sevviee life indicate that fatigue alone will net compel
the Ailr Foree 1o revire the sircraft; :-a.ﬂwr, degradation of the sircrafl’s structure
due to corrosion is the hfa»lmtmgi cterf Ome of our greawst concems is a
patential fleet-wide grounding evegt that gmﬁd smerge with little or no warning
because of the unforesesable effects of cofrosion on the airerafl. [ believe that we
canaot accept the risk of nukncwn, syctemic faflures that could ground the tanker
fleet and crippie the giobal reach D,f V.8, énd coalition forces. With avaﬂahﬂ:ty
decreasing, and costs increasing, Wp see the need to recepitalize this aging system
before the next onforesecable ﬁvenftg‘ s:gmumﬁy affects the fleat,




Although the estimate of prige prepared by the Instinite of Defense .
Analyses (DA} does not have the §delity of a negotiated position in a commercial
market, it was 2n importam tool that we einployed during finsl negotiaons.
IDA’s pstimate provided critice] leverage jto drive the final negotieted price down
significantly. In sddition, we inelytied contract provizions, the “Return-On-
~Bales” cap and “Most-Favored-Customer’’ ¢lause, which call for third-party zudiis-
of Boeing’s books every year, Shduld [DA’s estimate prove to be comreet and
Boeing’s profit exceed the cap, Bosing whuld be obligared to refund the difference
to the Goverpment. We also have guamn es from Bozing that it has never sold
the 767-200ER or 767-200C (the underlyig zireraft) for & lower price, end will
ot do so during the term of the lease, This, these two auditable conftract
provisions protest the taxpayers antf ensure that we will spend their money in s
rasponsible manner, .

Executing the negotiated lease confract now enables us to begin the
recapitzlization of our oldest sircraft festitmnediately. The lease proposal-
balances the urgent geeds of the witfight=x with the demands of our other vital
programs, while staying within ouibudget, It also provides the Department and
Congress the flexibility to shepe ﬁié.\re buldpote, a5 nesded, throngh varions
combinations of lease and purchass, should resources be made available.. We
praposs o executs the Joase contragt now and to invest 2.4 billion dollars in FY
08-10 to buy down the ontyear “bow wave,” as shown in the enclosed charts. This
would result in the purchase of 8 amwerafi E FYDE, 8 inFYD9, 6inFY10, and 4 in

FY 131, We alés commit to address:the Department’s investment in tmkers us we
formonlate the President’s FY0S andibeyord budpets, to determine whether we can
further buy down the “bow wave.."sﬁu'ndzr thiz approack, we are committed to
purchase more than 26 RC-767 tanker airdraft, as the budget peomits and In close
coordination with the congressions] defense comerittees, This strategy would save
the time 1o rensgotiate the lease an¥ o establish 4 seeond contract, and would
zllow the Air Force to place the full one himdred airoraft on arder.

We trust that this informatiof, slong with the diseussiens we bave had with
your professional staff members ovgr the gast week, provides the information
needed 10 consider in detail our reggest for & “New Starl.” Apgain, we appreciate
the support that you and the Comuiltee have provided {o ensure that we maice the
best investment in capability for ounNation. A similar letter has been sent (o

- Chabman Wamer.

Sincerely,

Mot

Egclastre;
AR slated -
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THE I}EPU.'_FY %ER?TAEY OF DEFENGE

- i
WASHINGTRN, DO, 20881

The Honorable John Warn SEF 2% Xm
- Chalrmman ' .
- Senate Avmed Services Commitiee:

Washington, .C, 20510
Dear Mr, Chaimman:

Thank-you and the Commite for ypur consideration of the Department of
Defense’s praposal tofease 100 KC-7674 hireraft. We value the opporfunity fo
sualyze the merits of leasing 25 tankers gnd buying 75 —and to respond to &
request from Senator Roberts that we copsider alternatives under the existing lease
proposal — as we attempt to meet tHe Department’s critical need for afr-refueling
tankers. At your yequest, my staff has analyzed the option of lessing only the first
25 KC-767A taoker aireraft, and pifchacing the remaining 75 aircraft through
different mechanismys,

A summary of1he new ;ﬁmﬁ;f s, cothpared to the proposed 100.gircratt
lease, is shown in the enclosed tables and charts. Each slternavive creates different
budgeting pressares that must be bségaced ?agm'_g_st affordability in the near-term,

the ultimats cost savings, and the tifely dalivery of tankers.

2, The purchase of one bundred:tankers et the time of order, under the same [ 72F 7 '3
multiyear conditions as the leass, requires an additional 13 billion dollars inthe Swys &5
Future Years Defense Program (FYDP) but saves 5.5 billion dolars in total then-
year dollars (TY'S) versus the baselids lense of 100 tankers Figure 1). .

b. Altemnatives that would entail th leksc of 25 aireraft and then the purchase
of 75 mireraft, using the proposed jede, with the purchase of 75 aireraft either st Fras > Y4
the time of the order ot st the time ofidelivery of the aircraft, are shown in Figure < 2
2. Purchese at the fime of delivery requirss 2 smaller increase in the PYDP, 4.6 ~32 e
billion dollars (T'Y'8), but the savisgayerens the baseline Jease are reduced o 3.5
billien dolfers (TYS). ‘Purchase before corstretion requires an inerease in the
FYDP of 11.1 billion dollars (TY$). but the savings versus the baseline lease are
4.1 billion dollars (TY$).

c. Finally, a Jease of 25 tankersfollowed by a wraditional multivear o
procurernent of 75 tankers requires af@ additional 10.5 billion dollars (TYS) inthe [Yof > (<
FYDP but saves 2.7 billion dollars (TY'$) versus the lease (Figurs 3). The biggest !

' - ) AT



drawback 1o this approach is the nged to negotiate totally new contracts; we
walieve this will cause at Jeast 1 ong-year delay to inifiate the multiyesr program.

AS negotiated, the proposedilesse of 100 aircraft has the flexibility to be
converted to 2 purchese, in whole dr I pert, atthc discretion of Congress, subjest
to. availability'of fimds end authorization for purchase. As mentioned zbove and
shown in Figure 2, spplying the 25-75 gplit profile undsar the proposed ledse saved
3 - 4 billion dollars over the total program, but requires significant additions]

budget autliority (4.6 - 11 billion dallars) in the FYDP.

We understand the Comumittes’s copcermns abott the fuhirs affordability of
the lease and, a5 steted in the Al Force’s KC-767 report, the Dol intends to
request cangressional authority toPuy down mid-year PrOEIAIN EXPENSES by
identifying 24 billion dellars in F¥08-10 (Figure 4), - This would enshle us 10
purchase 26 of the leased aircraft,#While this adds expenss in the FYDY, it drives
- down costs in FY11 through FY'15 'and sapes approximately 1.2 billion dollars in
total progrem costs. The altemmatives are Suramarized in Figure 5. The optimum
approach yonst balancs the total coft of the progrem, the additional fitnds needed
in the FYDP, and the delivery schedule fir the new capability. We'believe thatto Pechnd
thagin the lease with an agreed-upsip goal of requesting funds and euthorityto buy o Fhons >
Jeased sircraft, aseording t a plasied schedule, would perrit the Air Force fo : ‘
snitiate tanker modernization immbdiately. It also would balance cost savings with
the reslities of funding svailability. - A

. The Department remains sieadfust in its desire to begin recapitlization
now. The Department propased i C-Xiprocurement program in the FY04
President’s Budget submission. B'é:ause! of affordability constraints, the KC-X
programg wes scheduled to begin & FY0§ and would bave provided for the
delivery of ane tanker to the warfighter in FY09; the 100" aircraft wonld have
been delivered in FY 16, five yearRafter the 100" would be delivered under the
propoged lease. The lease schedulg, thersfore, delivers needed capsability much
sooner and avoids significant costsrassociated with the aging KC-135E fleet.

With respect to your question coricerning the comosion of the KC-135, , 1, o)
pssessmoents of the airexaft's servite life indicate that fatigne alone will not compel Kb e
the Air Foros to retire the sircrafi] vather, degradation of the aireraft's structure g 0e5. By
due to corrosion is the lifelimitidl factor. One of our groatest concerns is .
potential flestewide grovnding eviin that could emerge with little or mo waming (4 ¢
because of the unforeseeable effebts of corrosion on the aircraft’ I believe that we 5 o S N i
camnot accept the risk of wiknowh systemic feflures that could ground the tanker ?

fleet and cripple the global reachisf U.S, and coslition forces. With availability

decreasing, and costs increasing, dye sea the need to recepitalize this aging systern

hefore the poxt unforesseable event significently affects the fleew




Although the estimete of Bt Enﬂe prépﬁred by the Instituie of Defense
Analyses (IDA) does not have thg fidelity of a pegotiztzd position fa & commercial
market, it was an important tocl that we émployed during final negotiations.
[DA’s estimate provided eritical lpverags to drive the final negotiated price down
significantly. In'addivion, we mc},‘udad two contract provisions, the “Refum-Op- -
Sales” cap and “Maost-Favored * clause, which call for third-party sudits
of Boeing's books every year. Sh uld A's estimate prove to be correct and
Boeing™s profit exceed the cap, Boeing would be obligated to refimd the difference

to the Government. We also havg guarmt&es from Boeing that it hes never sold
the 767-200ER or 767-200C (the ynderlying aircraft) for a lower price, and will
niot do so during the term of the lease, Thus, these rwo anditable contract
provisions protect the taxpayers aiid ensire that we will spend their moneyina
respancible mermer.

Exccuting the pegotiated I¢use contract now enghles us ta begin the
recepitalization of our oldest airefafe fleet immediately. The lease proposal
- balancss the trgent noeds of the Wariighter with the demznds of our other vital
programs, while staying within &u& Budget It zlso provides the Depa:&mt and
Congress the flexibility to shape fithure budgets, as needed, through varicus
combinations of lease and purchx.s should zesources be made available. We
propose to exesute the lease conttact now and to invest 2.4 billion dollars in FY
08-10 o buy down the ontyear “bzm wave,” a5 shown in the enclosed chars. This
whould result in the purchasa aof S,aumfmnEY{}S Rin¥FY09, 6inFY10, and 4 in
FY1l, We slso commit to addresg the Dgpartment’s fovestment in tenkers as we
formulate the President’s FY05 z&d beyond budgets, to determine whether we can
further buy down the “bow wave ] Undar this approach, we are commitied to
purchase more than 26 KC-767 tanker a.}:crafh, as the budpet penxits and in close -
caordination with the cangressiogal defenss comumittess. This stretegy would save
the tome to renegotiare the lease ang to egtablish a second contract, and wonld
allow the Air Foree to place the fﬂﬂ one hundred aircraft on order.

We trust that this mfnrmaqﬁn, along with the discussions we have had with
your professional staff members gver the!past wesk, provides the informuation
needed to consider in detail our request for 2 “New Start.” Again, we appreciate
the support that you and the Committee have provided to ensuye that we make the
best investment in capability for gur Nation. A similar letter has been sent fo
Senator Carl Levin. : .

Smcerely,

| M
Enclosuge:

Ap stated
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